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Valuation of Microprocessor-Controlled Telephone Switch Software

I. Issue
Should all software on storage media used in microprocessor-controlled telephone switches be subject to
property tax assessment?

II. Staff Recommendation
Staff recommends that all software on storage media used in microprocessor-controlled telephone
switches be subject to property tax assessment.  This recommendation is based on a legal opinion
(Attachment 1) provided by the Board’s legal staff that section 995 of the Revenue and Taxation Code
(R&T Code) (Attachment 2) does not apply to telephone switches controlled by microprocessors
embedded in the switches.

III. Other Alternative(s) Considered

Alternative 1

Continue staff’s current practice of excluding from property tax assessment certain software on storage
media that are used in micrprocessor-controlled telephone switches.  Current practice excludes from
assessment software identified as “application program” software by the taxpayer in the Property
Statement, subject to verification by staff in the office or through audit.  This verification is based on
confirming that the software excluded is not needed for the basic operation of the switches.

Alternative 2

Apply Rule 152 (Attachment 3) to exclude certain software on storage media that are used in
microprocessor-controlled telephone switches.  Rule 152 excludes software that is not included in the sale
or lease price of computer equipment if (1) the equipment and the software are sold or leased at a single
price, or (2) the purchase or lease documents set forth separate prices for the equipment and the software,
but the software may not be accepted or rejected at the option of the customer.

Alternative 3

Exclude from assessment all software on storage media that are used in microprocessor-controlled
telephone switches.  No distinction is made between “basic operational program” software and
“application program” software embedded in telephone switches.
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IV. Background
The assessment of microprocessor-controlled telephone switches became an issue when they replaced
older switches that were mechanically controlled.  Software embedded in microprocessors controls the
operation of the newer switches.  Historically, staff has placed no value on software on storage media
embedded in telephone switches when the taxpayer identified it as “application program” software.  This
was based on Valuation Division staff’s interpretation of section 995 of the R&T Code.  For the cellular
industry, a negotiated settlement agreement allowed a deduction of 25 percent of the historical cost of
switches as “application program” software in storage media.

With the expiration of the Master Settlement Agreement and the Settlement Agreement between the
Board and the Cellular Telephone Carriers, the Valuation Division requested an opinion from the Legal
Division on the assessment of software on storage media embedded in microprocessor-controlled
telephone switches.  Staff from the Legal Division advised the Valuation Division that section 995 of the
R&T Code does not apply to special purpose equipment such as microprocessor-controlled telephone
switches.  The legal staff provided the Valuation Division with an opinion that section 995 applies only
to general purpose computers such as mainframe computers, mini-computers, and desktop computers.
Special purpose equipment controlled by microprocessors should be assessed without regard to section
995 of the R&T Code or Property Tax Rule 152.

On January 7, 2000, the Valuation Division sent a letter to all state assessees that informed them of the
legal opinion and the fact that staff plans to make no allowance or deduction for telephone switch
software when developing value indicators for lien date 2000.  Assessees were informed that, if they
disagree, they could present their views at the February 23, 2000 Board Meeting at which the Board will
hear state assessees’ presentations on capitalization rates and other factors and procedures affecting 2000-
01 values of California state-assessed properties.

V. Staff Recommendation

A. Description of the Staff Recommendation

Staff recommends that section 995 of the R&T Code not be applied to software on storage media used
in microprocessor-controlled telephone switches.  All software used in telephone switches should be
subject to property tax assessment.

B. Pros of the Staff Recommendation

•  Will eliminate the difficult task of applying the “basic operational program” and “application
program” categories to software in special purpose equipment such as telephone switches.

•  Will provide consistent treatment of all state assessees with respect to the valuation of
microprocessor-controlled telephone switches, regardless of reporting practices.

•  Will restrict the application of section 995 of the R&T Code to the general purpose computer
context anticipated by the Legislature.

•  Will decrease reporting requirements for assessees.
•  Will be easy to administer.

C. Cons of the Staff Recommendation

•  Will constitute a change from current practice.
•  Will increase the  appeal workload and the risk of litigation in the future.
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D. Statutory or Regulatory Change

Depending on the interpretation, section 995 of the R&T Code and Property Tax Rule 152 may have
to be amended to exclude microprocessor-controlled telephone switches.

E. Administrative Impact

Will eliminate the need for auditing software accounts of telecommunications companies.  This will
allow auditors to shift focus to other issues and areas.

F. Fiscal Impact

1. Cost Impact

None.

2. Revenue Impact

See Revenue Estimate attached.

G. Taxpayer/Customer Impact

Reporting requirements for taxpayers will decrease.

H. Critical Time Frames

A Board decision by February 23, 2000 is needed to allow time to implement proposed changes for
the 2000 lien date.

VI. Alternative 1

A. Description of the Alternative
Continue staff’s current practice of excluding from property tax assessment certain software on
storage media that are used in micrprocessor-controlled telephone switches.  Current practice
excludes from assessment software identified as “application program” software by the assessee in
the property statement, subject to verification by staff in the office or through audit.  This verification
is based on confirming that the software excluded from assessment is not needed for the basic
operation of the switches.

B. Pros of the Alternative

•  Would be consistent with the current assessment practice for microprocessor-controlled telephone
switches.

•  Would take a conservative approach in applying exemption statutes in a context not anticipated
by the legislature when section 995 of the R&T Code was enacted.

C. Cons of the Alternative

•  Would be difficult to segregate the software on storage media in special purpose equipment such
as telephone switches into “basic operational program” and “application program” categories.

•  Would require the development of standards for identifying “application program” software
embedded in microprocessor-controlled telephone switches.

•  Would define “basic operational program” software in a different way from that utilized by local
assessors in assessing general purpose computers.

•  Would result in inconsistent reporting among assessees.  Reporting of “application program”
software would depend on the interpretation of the assessee.
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D. Statutory or Regulatory Change

None.

E. Administrative Impact

Staff resources would be needed to:

•  Perform more verification audits.

•  Develop specific criteria and reporting instructions for assessees in reporting “application
program” software to promote consistent and uniform application.

F. Fiscal Impact

1. Cost Impact

None.

2. Revenue Impact

See Revenue Estimate attached.

G. Taxpayer/Customer Impact

None.

H. Critical Time Frames

A Board decision by February 23, 2000 is needed to allow time to implement proposed changes for
the 2000 lien date.

VII. Alternative 2

A. Description of the Alternative
Apply Rule 152 to exclude certain software on storage media that are used in microprocessor-
controlled telephone switches.  Rule 152 excludes software that is not included in the sale or lease
price of computer equipment if (1) the equipment and the software are sold or leased at a single price,
or (2) the purchase or lease documents set forth separate prices for the equipment and the software,
but the software may not be accepted or rejected at the option of the customer.

B. Pros of the Alternative

•  Would be consistent with the application of section 995 of the R&T Code by local assessors in
assessing general purpose computers.

•  Would establish a “bright-line” test to distinguish between “basic operational program” and
“application program” software.

C. Cons of the Alternative

•  Would result in the application of Rule 152 to special purpose equipment such as microprocessor-
controlled telephone switches.  Rule 152 was designed for general purpose computers.

•  Could favor large taxpayers with the ability to structure purchases so that a large portion is billed
separately as “application program” software.
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D. Statutory or Regulatory Change

None

E. Administrative Impact

None

F. Fiscal Impact

1. Cost Impact

None.

2. Revenue Impact

See Revenue Estimate attached.

G. Taxpayer/Customer Impact

None

H. Critical Time Frames

A Board decision by February 23, 2000 is needed to allow time to implement proposed changes for
the 2000 lien date.

VIII. Alternative 3

A. Description of the Alternative

Exclude from assessment all software on storage media that are used in microprocessor-controlled
telephone switches.  No distinction is made between “basic operational program” and “application
program” software embedded in telephone switches.

B. Pros of the Alternative

•  Would eliminate the difficult task of applying the “basic operational program” and “application
program” software categories to software in special purpose equipment such as telephone
switches.

•  Would provide consistent treatment to all assessees in the valuation of microprocessor-controlled
telephone switches regardless of reporting practices.

•  Would be easy to administer.

C. Cons of the Alternative

•  Would be inconsistent with current practice.

•  Would fail to comply with the distinction between “operational program” and “application
program” software set forth in section 995 of the R&T Code.

•  Would extend the exemption of “application program” software to a technology not anticipated
by the legislature when section 995 of the R&T Code was enacted.
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•  Would exempt all software on storage media used in microprocessor-controlled telephone
switches.  This could lead to similar treatment of software embedded in microprocessors of other
special purpose equipment.

•  Could increase the risk of litigation from counties.

D. Statutory or Regulatory Change

Section 995 of the R&T Code and Rule 152 may have to be amended to specify that no distinction is
made between “basic operational program” and “application program” software in microprocessor-
controlled telephone switches.  Both categories of software would receive the valuation treatment
specified in section 995 of the R&T Code.

E. Administrative Impact

None

F. Fiscal Impact

1. Cost Impact

None

2. Revenue Impact

See Revenue Estimate attached.

G. Taxpayer/Customer Impact

Reporting requirements for taxpayers would decrease.

H. Critical Time Frames

A Board decision by February 23, 2000 is needed to allow time to implement proposed changes for
the 2000 lien date.

Prepared by: Property Tax Department, Valuation Division

Current as of: February 4, 2000.
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Proposal

Staff recommends that all software on storage media used in microprocessor-controlled
telephone switches be subject to property tax assessment.

Background, Methodology, and Assumptions

Until now certain software on storage media that is used in microprocessor-controlled telephone
switches has been excluded from property tax assessment. Recently the Board’s Legal Division
advised the Valuation Division that section 995 of the Revenue and Taxation Code applies only
to general purpose computers and does not apply to telephone switches controlled by
microprocessors embedded in the switches. Legal also stated that the cost of software in the
storage media embedded in the switches should be included when calculating cost-based
indicators of value for the switches.

By and large, mechanically controlled telephone switches have been replaced with
microprocessor-controlled switches. The operation of these newer switches is controlled by
software embedded in microprocessors. Until now in calculating cost-based indicators of value,
embedded software identified as “application program” software by telephone companies has
been excluded from property tax assessment while all other embedded software was assumed to
be “basic operational program” software needed for the basic operation of the switches and
subject to assessment.

After adjusting switch software costs reported for lien date 1999 for growth, Valuation staff
estimates that the value of switch software for lien date 2000 is:

Cellular companies and interexchange companies  $640 million
Local exchange companies  $820 million

In the past, only the cellular and interexchange companies claimed the exclusion for “application
program” software as non-“basic operational program” software. Since local exchange
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companies have not claimed this exclusion, the value of their switches would not be affected
under the recommendation.  Based on statistics derived from prior audits, about 50 percent of the
switch software for cellular and interexchange companies typically is reported as “application
program” software. The estimated value of claimed “application program” software for lien date
2000 for these telephone companies is then $640 million x 50 percent, or $320 million. Under
the staff recommendation, this software would be subject to assessment and property tax
revenues at the basic one percent tax rate would increase by about $320 million x one percent, or
$3.2 million, in 2000-01. Since this is a rapidly growing sector with growth rates in the 15 to 20
percent range in the last two years, it is likely that the annual revenue increases will be
significantly higher in the future.

Staff also considered three alternative proposals.

Alternative 1
This proposal would continue the practice of excluding from assessment the value of software
claimed to be “application program” software. As mentioned above, local exchange companies
have not claimed an exclusion for “application program” software in the past; however, there
would be a significant revenue impact if they did claim the exclusion in the future. Assuming that
the 50 percent proportion for “application program” software also holds for local exchange
companies, the estimated value for “application program” software for these telephone
companies is $820 million x 50 percent, or $410 million. The maximum potential revenue
decrease under this proposal is then $410 million x one percent, or $4.1 million, if the local
exchange companies start claiming the “application program” software exclusion.

Alternatives 2 and 3
Under alternative 2, all switch software except bundled software would not be subject to property
tax assessment.  Under alternative 3, none of the switch software would be assessed.

Until now the cost of reported “basic operational program” software for the switches has been
included in calculating cost-based indicators of value. Under alternative 3, all switch software,
including both reported “basic operational program” software and “application program”
software, would not be assessable. For cellular and interexchange companies, switch software is
comprised of 50 percent reported “basic operational program” software, which will no longer be
assessed under this alternative, and 50 percent reported “application program” software, which
has already been excluded from assessment. The estimated value of the affected switch software
under alternative 3 for cellular companies and interexchange companies amounts to $640 million
x 50 percent for reported “basic operational program” software, or $320 million in 2000-01.

Local exchange companies, up to now, have not claimed an exclusion for switch software. It is
likely that they would, however, under alternative 3 since all switch software, instead of only
“application program” software, would then be excluded. From above, the total value of switch
software for these companies amounts to about $820 million and would increase the total
excluded value for telephone companies to $1.14 billion.
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Under alternative 3, property tax revenues at the basic one percent tax rate would decrease by
$1.14 billion x one percent, or $11.4 million, in 2000-01. It is likely that the annual revenue
decrease will be significantly greater in the future.

Staff was unable to pinpoint the amount of bundled vs unbundled switch software in order to
estimate the impact of alternative 2. However, staff believes that bundled software constitutes no
more than 25 percent of all switch software. Staff also believes that, if alternative 2 were
adopted, assessees would require switch vendors to separately identify all software costs so that,
in the long run, all switch software would be unbundled. Assuming that bundled software is
assessed and constitutes 25 percent of all switch software in 2000-01,  the total affected value
under alternative 2 amounts to 75 percent of the value affected under alternative 3 or $855
million [75 percent x $1.14 billion]. Property tax revenues at the basic one percent tax rate would
decrease by $855 million x one percent, or $8.55 million, in 2000-01. In subsequent years, it is
likely that the annual revenue decrease will grow to match that of alternative 3.

Revenue Summary

The impact in 2000-01 on property tax revenues at the basic one percent tax rate for the staff
recommendation and the three alternative proposals is:

Staff recommendation
All switch software is taxable $3.2 million increase

Alternative 1
Only reported “basic operational
program” software is taxable

 Maximum $4.1 million decrease
if local exchange companies claim the

exclusion for “application program” software.

Alternative 2
Only bundled software is taxable $8.55 million decrease

Alternative 3
All switch software is not taxable $11.4 million decrease

Since this industry includes sectors that are experiencing rapid growth and technological
changes, it is likely that the annual difference under any of these proposals will be significantly
greater in the future.

Preparation

This revenue estimate was prepared by Aileen Takaha Lee, Statistics Section, Agency Planning
and Research Division. The estimate was reviewed by Ms. Laurie Frost, Chief, Agency Planning
and Research Division, and by Mr. Harold Hale, Chief, Valuation Division, Property Taxes
Department. For additional information, please contact Ms. Lee at  445-0840.

Current as of February 4, 2000.

























Attachment 2

995. Storage media for computer programs. Storage media for computer
programs shall be valued on the 1972 lien date and thereafter as if there were no
computer program on such media except basic operational programs.  Otherwise,
computer programs shall not be valued for purpose of property taxation.

As used in this section, storage media for computer programs may take the form of,
but are not limited to, punched cards, tapes, discs or drums on which computer programs
may be embodied or stored.

As used in this section, a computer program may be, but is not limited to a set of
written instructions, magnetic imprints, required documentation or other process designed
to enable the user to communicate with or operate a computer or other machinery.
History.—Added by Stats. 1972, p. 385, in effect June 23, 1972. Stats. 1973, Ch. 990, p. 1906, in effect
January 1, 1974,substituted ‘‘lien date and thereafter’’ for ‘‘and 1973 lien dates’’ after ‘‘1972’’ in the
first sentence; and Sec. 5 of the act provides no state payment to local government because of the act.

Note.—Stats. 1972, p. 385, provided: It is the intent of the Legislature that storage media, except
basic operational programs, for computer programs shall be valued as if it had no computer program placed
on it, except any basic operational programs. The Legislature recognizes that it is not in the public interest
to value storage media for computer programs except as provided above. Basic operational programs, like
law books or other standard reference books, have value which is measurable, but any other programs, like
an attorney’s brief, an engineer’s calculations, or business records would be highly speculative.

It is the intent of the Legislature that only those basic operational programs which are presently being
assessed and taxed in the various counties continue to be assessed and taxed during the effective period of
this act. The value of other computer programs is not now subject to property tax, was not intended to be
subject to property tax and shall not be subject to property tax, either directly or indirectly or through the
inclusion of the value of such computer programs in evaluating related storage media for computer
programs. Taxation of these expressions of creativity would be detrimental to research and an expansion of
business activity within the state.
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Rule 152. COMPUTER PROGRAM STORAGE MEDIA.

Reference: Article XIII, Section 2, California Constitution; Sections 110, 401, 995,
995.1,995.2, Revenue and Taxation Code.

(a) Computer programs shall not be valued for purposes of property taxation, except with
respect to the valuation of storage media as provided in section 995 of the Revenue and
Taxation Code. A licensor of a computer program who does not own, claim, possess or
control the storage media on which the program is embodied or stored shall not be subject to
assessment with respect to the value of the licensor’s copyright interest in the computer
program, or with respect to the value of the license fees charged for the use of the computer
programs.

(b) Storage media for computer programs, as defined in section 995 of the Revenue and
Taxation code, shall be valued as if there were no computer program on such media except
basic operational programs.

(c) In accordance with Revenue and Taxation Code Section 405, storage media for computer
programs shall be assessed to the person owning, claiming, possessing or controlling the
storage media on the lien date. Storage media shall not be assessed to the owner of the
copyright in the computer program embodied or stored on the media if the owner of the
copyright does not also own, claim, possess or control the storage media subject to
assessment.

(d) The term ‘‘basic operational program’’ refers to a ‘‘control program,’’ as defined in
section 995.2 of the Revenue and Taxation Code, that is included in the sale or lease price of
the computer equipment. A program is included in the sale or lease price of computer
equipment if (i) the equipment and the program are sold or leased at a single price, or (ii) the
purchase or lease documents set forth separate prices for the equipment and the program, but
the program may not be accepted or rejected at the option of the customer.

(e) In valuing computer equipment that is sold or leased at a single price not segregated
between taxable property and nontaxable programs as defined in section 995.2 of the
Revenue and Taxation Code, the assessor, lacking evidence to the contrary, may regard the
total amount charged as indicative of the value of taxable tangible property.

(f) A person claiming that a single-price sale or lease includes charges for nontaxable
programs and services should be required to identify the nontaxable property and services
and supply sale prices, costs or other information that will enable the assessor to make an
informed judgment concerning the proper value to be ascribed to taxable and nontaxable
components of the contract.

(g) When the nontaxable components of a package composed of computer hardware, basic
operational programs and nontaxable programs and services may be accepted or rejected at
the option of the customer and the charge for each is itemized, such itemization constitutes
evidence of the value of the component. Prices charged, whether at the wholesale or the retail
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level, for hardware only or hardware and basic operational programs also constitute evidence
of the value of such property that may be used in segregating values when taxable and
nontaxable properties or services are covered by a single-price contract.

(h) Examples

(1) Example 1 (Personal Computers).

Included in the price of every IBM and IBM compatible personal computer and every
Apple and every Apple compatible personal computer is a basic input output system (BIOS).
BIOS is a copyrighted computer program that controls basic hardware operations, such as
interactions with diskette drives, hard disk drives and the keyboard, and that facilitates the
transfer of data and control instructions between the computer and peripherals. The operation
of other computer programs, such as the various versions of Disk Operating Systems (DOS),
Windows, OS/2, UNIX and similar programs, is possible only through the facilities provided
by BIOS, but operational programs other than BIOS are not in themselves fundamental and
necessary to the functioning of the computer.

(2) Example 2 (Mainframe Computers).

Included in the price of the IBM mainframe computers is a license to use IBM’s
Licensed Internal Code (LIC) on the computer. LIC is a set of copyrighted computer
programs (commonly referred to in the computer industry as microcode) that include the
programs that implement the basic functions of the mainframe computer and operate the
control logic necessary to execute user instructions to the computer.  Manufacturers of other
computers likewise include in the price of their computers the microcode necessary to
implement the basic functions of the computer. The operation of other computer programs is
possible only through the facilities provided by microcode, but operational programs other
than microcode are not in themselves fundamental and necessary to the functioning of the
computer.

History: Adopted September 14, 1972, effective October 19, 1972.
Repealed Old Rule and Adopted New Rule February 21, 1974, effective February

26, 1974.
Amended July 24, 1996, effective November 3, 1996.


